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NOT FOR CIRCULATION 

Draft Notes for Lecture at Harvey Mansfield Seminar       

October 25, 2012 

Neo-Orthodoxy: Adapting the Old Verities To The Way We 
Live Now 

 Abandon hope of nuance all ye who enter here. I plan 

to paint with a broad brush during the next 30 minutes, 

and use only black and white. I rely on you to introduce 

nuance during the question period.  

My goal today is to suggest how we can distinguish  

what I will call vulgar policy analysis from proposals 

grounded in the teachings of the great economists -- 

Adam Smith, Maynard Keynes, Joseph Schumpeter, 

Milton Friedman and others. To do that, I have selected 

several controversial areas to review with you in the hope 

of persuading you that what I have called for want of a 

better term neo-orthodoxy -- the great economic teachings 

adapted to the way we live now -- provides the policy tools 

we need to separate sense from nonsense. I have tried to 
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pick areas where nonsense is the tool of choice of both left 

and right, the academy and the business community. 

Energy: 

 Two very different policies are on offer. Let’s start by 

disregarding “all of the above”, which is a way of saying 

that choice is to be avoided at all costs. This does not rise 

to the coherence of a bumper sticker. 

 The President wants to subsidize green energy -- 

wind, solar and the like -- and discourage if not outlaw the 

use of carbon-based fuels. Regulations are to prevent any 

new coal-fired generating stations from being built, tight 

control of permits is to limit development of oil and gas on 

federal lands, new regulations are being drafted to limit 

fracking, imports of Canadian oil is to be discouraged or 

barred. 

 Mitt Romney sees things differently. He would “drill, 

baby, drill”, eliminate subsidies for wind and solar, revive 

the coal industry by relaxing regulations, and authorize 
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importation of oil from Canada even though it is produced 

by a rather dirty extraction process. 

 Both promise that their approach will result in energy 

independence and create millions of jobs. 

 The result of the President’s program is the funnelling 

of taxpayer money to firms that fail -- Solyndra and battery 

makers among the most notable -- by bureaucrats with no 

skin in the game, with the attendant corruption that is the 

inevitable result of giving preference to campaign 

contributors with access to the White House. I will talk 

about redistribution later, but let me point out now that 

these subsidies take from the poor and middle class and 

give to the rich: the average annual income of a family 

acquiring a Tesla electric vehicle, which brings with it a 

$7,500 tax credit, is close to $150,000, and the investors 

in Solyndra undoubtedly fit the President’s definition of 

“millionaires and billionaires” -- family incomes in excess 

of $250,000 per year. 

 Concede for purposes of argument that the 

production of fossil fuels threatens climate change -- the 
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phrase used to replace global warming so that 

environmentalists are covered should we hit a new ice 

age. That still does not make the President’s green policy 

good policy. To find the right policy we should adapt the 

rule laid down by economists since well before the days of 

Adam Smith: let prices decide how much of each energy 

product consumers buy and how much producers choose 

to produce. 

 Here is where the “neo” comes in. For the orthodox 

prescription of reliance on prices to reflect millions of freely 

made individual decisions to work (Hayek) in the energy 

industries we must make sure that the prices reflect all of 

the costs of energy production and consumption, including 

the social costs that are not reflected in the price -- the 

uninternalized costs such as climate and health effects of 

carbon emissions, for example. How to get those social 

costs reflected in the price of gasoline, electricity and other 

such products? Tax the carbon emissions so that 

consumers face the true cost of their decisions. That puts 

coal, oil and natural gas on a level playing field with wind 
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and solar -- which also have social costs (wind machines 

kill birds and interfere with sight lines; solar installations of 

any scale, such as the one planned for the Mojave desert, 

destroy animal life). 

 So far, so green. This plan would, of course, be 

unacceptable to Mr. Romney, for political and ideological 

reasons. And it would not satisfy the President, who even 

if he could get such a tax, still pursues a green vision that 

is rooted in an ideology that in part stems from a visceral 

hatred of the oil and gas industries, and in part from a 

preference for regulation over markets. Both that hatred of 

oil companies and the preference for regulation are 

prejudices of most liberals -- prejudices because they are 

operative no matter what the circumstances of any 

particular issue.  

Income distribution: 

 Mr. Romney, apparently unaware that our progressive 

tax system and welfare state already massively re-

distribute income, is opposed. The President wants more 

of it, based on his notion of fairness. Recall, Obama has 



6	
	

said that he would raise capital gains taxes even if that 

resulted in lower tax receipts for the Treasury. That 

reflects an ideology that rejects the notion that taxes are 

about raising revenues.  

 Romney’s opposition reflects the fact that he has not 

recently consulted his undoubtedly dog-eared copy of The 

Wealth of Nations, wherein Smith urges that “the subjects 

of every state ought to contribute to the support of 

government … in proportion to the revenue which they 

respectively enjoy under the protection of the state.” (825) 

This is a call for a progressive tax system since even if the 

same percentage rate is applied to every income level, 

“the rich” pay more. Very orthodox, with a “neo” twist if we 

add the notion that “the rich” should not only pay more in 

total, but a higher percentage of their incomes, a twist to 

which I would have no objection absent a major reform of 

the tax system. 

 But the President can’t take much comfort from Adam 

Smith’s views on taxation, since in his pursuit of fairness  

his only guideline is that the rich should pay more than 
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they now do. He is apparently unaware of the wonderful 

passage in John Selden’s Table Talk, a work that calls 

fairness, or “equity” into question as a policy goal: 

 Equity is a roguish thing. For Law we have a 
measure, know what to trust to; Equity is according to the 
conscience of him that is Chancellor, and as that is larger 
or narrower, so is Equity. ’T is all one as if they should 
make the standard for the measure we call a “foot” a 
Chancellor’s foot; what an uncertain measure would this 
be! One Chancellor has a long foot, another a short foot, a 
third an indifferent foot. ’Tis the same thing in the 
Chancellor’s conscience.1 

 This leaves us with three neo-orthodox guides to tax 

policy. The first is Adam Smith’s call for progressivity. The 

second is that we are better served by seeking a tax 

system that provides incentives to accomplish agreed-

upon policy goals: fewer emissions in the case of energy, 

more work and risk taking in the case of workers and 

investors, taxes that do not cool what Keynes called “the 

animal spirits” of investors or what Schumpeter called the 

																																																													
1 The Table Talk of John Selden, edited and with an introduction and notes by Samuel Harvey Reynolds. Oxford: 
Clarendon Press, 1892, p.61. 
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drive of entrepreneurs to create new products and 

structures that inevitably destroy the old. Incentives 

matter, but not if they are incentives for bonuses based on 

profits that later prove to be non-existent; although I think 

it is dangerous to guess what the great economists would 

say were they still with us, I am reasonably confident that 

both Keynes and Schumpeter intended incentives to 

induce real effort that produced real economic gains, not a 

rigging of the corporate books. Smith, after all, wanted 

economic actors to be led as if by an invisible hand to 

contribute to national wealth, not enrich accountants. 

 But these two are not the only policy guides we find in 

our reading of the great economists. There is the concept 

with which I have considerable difficulty, but have been 

persuaded by Gertrude Himmelfarb should be included as 

a guide when considering policy toward income 

distribution. It is the policy of “enough”. Smith points out 

that there are indeed unfortunate consequences of overly-

wide disparities in income: 
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 “…Beside all the bad effects to the country in 
general … resulting from a high rate of profit; there is 
one more fatal, perhaps, than all these put together, 
but which, if we may judge from experience, is 
inseparably connected with it. The high rate of profit 
seems every where to destroy the parsimony which in 
other circumstances is natural to the character of the 
merchant…. If his employer is attentive and 
parsimonious, the workman is very likely to be so too; 
but if the master is dissolute and disorderly, the 
servant … will shape his life too according to the 
example which he sets him… The capital of the 
country, instead of increasing, gradually dwindles 
away…”.2  

There you have it: progressive taxes (Smith), that 

nevertheless provide incentives for workers and investors 

(Keynes, Schumpeter), but do not lead to excessive 

inequality (Smith) somehow defined, while avoiding too 

great reliance on fairness (Selden). No one ever said 

policy-making is easy! 

 Our hunt for fairness should not be driven by envy, or 

the notion that income equality is desirable to meet 

																																																													
2 Wealth of Nations, p.612. 
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Smith’s goal of avoiding excessive inequality resulting 

from too-high profits (remember: Smith believed excessive 

profits resulted from an undesirable lack of competition). 

But that does not mean that envy should be allowed to 

drive policy. Instead, we should re-examine the way 

income is distributed in our capitalist economy before 

formulating a policy on redistribution. 

 Again, we can revert to a neo-orthodox reliance on 

what economists have been saying for decades. As long 

ago as 1932 Adolf Berle and Gardiner Means pointed out 

that widely dispersed shareholders cannot control the 

actions of their managers, who will be inclined to vote 

themselves salaries and perks unrelated to their 

performance -- the principal-agent problem. To the extent 

that this massive flaw in our process of corporate 

governance results in an income distribution system that is 

based less on the ability to generate national wealth and 

more on how many buddies you can load onto your board, 

it is an invitation to redistribute income: the system has no 

moral claim. 
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 In part this structural flaw in our corporate governance 

system has been corrected by markets. First, Mike Milken 

financed so-called predators who took over corporations 

over-larded with corporate jets and other perks. Because 

most of the “predators” and “raiders” were Jewish, this 

attack on the perks of establishment corprocrats triggered 

a wave of anti-Semitism in the business and banking 

communities.  

Later, markets continued to correct the flaws in 

governance. Pension funds began to use the power of 

their large investments to fight the worst abuses: recently 

they prevented the board of Citigroup from bestowing a 

large reward on its CEO, during whose tenure the value of 

the shares dropped by 80% (based on recollection).  

 But abuses remain, justifying some of the provisions 

of legislation requiring the appointment of independent 

directors.  

 To the extent that we get the income distribution 

system right -- free of abuses -- we reduce the need for re-

distribution beyond a progressive tax system that is not so 
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progressive as to discourage work and risk taking. I might 

add that such a system in my view should include a 100% 

inheritance tax, so that the winners of the sperm lottery 

are not rewarded for doing anything except being born. 

 The lesson here is that capitalism works best when 

markets combine with government action to eliminate 

imperfections: in most cases neither route to reform is 

effective without the other. 

Student finances: 

 I find the decision to subsidize student loans more 

than a little questionable. Perhaps I am prejudiced by the 

fact that I worked my way through college and graduate 

school, without so much as a Spring break in Daytona 

Beach. Leave that aside. Ask instead whether a university 

education, or at least an education of the sort now on offer 

in many of the fields being taught, is any longer a public 

good, worthy of subsidy by taxpayers with average 

incomes below those to which most students will have 

access. And once again turn to Adam Smith for clues as to 

what can go wrong with an education system. 
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 Speaking of university teachers, Smith notes that 

teachers exert an effort “in proportion to the necessity they 

are under of making that exertion.” That says something 

about tenure and, in the case of students, why giving them 

subsidized loans reduces their need for “exertion”. 

 The problem is not only that students should borrow 

at market rates to invest in the higher income stream that 

will result from their education -- indeed the so-called 

education premium set in the labor market is rising as 

rapidly as student complaints about their loans. The more 

important problem is that students are buying a service 

from one of the most inefficient service providers ever 

created. Inefficient providers cannot be fired; no “exertion” 

required for tenured faculty, who -- to make matters worse 

-- hire in their own image. There is no market test of what 

they produce as there was when lecturers were paid by 

students -- as when the New School was established by 

immigrant faculty members in New York. 

Competition Policy: 
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 This is an area in which attendance upon economic 

teaching can separate vulgar big-business bashing from 

policies that achieve desirable economic and social goals. 

Big-business bashing is a reflection of a desire to 

repudiate the result of markets: the business being bashed 

has gotten big by being successful as the market defines 

that term. That business is often personified by an 

executive with minimal skills at explaining just how and 

why his firm has succeeded -- recall the head of Goldman 

Sachs claiming he did God’s work, a merger of God and 

Mammon as he saw it.    

 It also is an area where we tend to lurch between 

extremes. Conservatives dislike the antitrust laws, and 

when given a chance, as when George W. Bush was in 

the White House, will eviscerate those laws, keeping 

effective only the part preventing price conspiracies, 

generally among smallish businesses. Liberals (in the 

American sense) rarely find a large, successful business 

that is not engaging in practices they consider illegal, and 

want to move against such firms without doing the 
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annoying hard work of applying long-available analytical 

tools.  

 To bring what I have been calling neo-orthodox 

analysis to play we have to start with the understanding 

that competition policy is only in part about economics, 

about obtaining benefits for consumers by giving them 

multiple choices. Competition performs a social as well as 

an economic function. As orthodox economists knew, it 

forces firms to vie for consumer favor by offering better 

and better products at lower and lower prices -- that’s the 

economic function. And it preserves an open economic 

system, in which incumbents are prevented from blocking 

the entry of upward thrusting newcomers, thereby 

contributing to social mobility.3 In practice, this means the 

vigorous prosecution of criminal cartels; the prevention of 

the use of exclusionary tactics such as predatory pricing 

and full-line forcing; and refusal to allow mergers, the 

effect of which may be substantially to lessen competition. 

																																																													
3 John H. Shenefield and Irwin M. Stelzer, The Antitrust Laws: A Primer. Washington: The AEI Press, 2001 (fourth 
edition), pp.10-14. 
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 But it also means that in many instances market 

power might be temporary, existing only until the next gale 

of creative destruction blows it away as two more Stanford 

students find a garage in which to work, and that success 

won fair and square must not be penalized. 

 I have been in enough cases of these sorts to know 

that it is not impossible to distinguish the firm that has 

come by its market position merely because it has 

discovered the better mouse-trap, and the firm that has 

used mere size or market power in one product market to 

leverage itself into a dominant position in another. 

 In the absence of vigorous government programs to 

maintain competition we will inevitably get regulation. 

Irving Kristol, not exactly a champion of government 

intervention in markets, noted the key role of competition 

in preventing the emergence of regulation. 

  Conditions of entry into some capital- 
  intensive industries are so difficult as 
  to be, in effect, impossible, and though 
  competition does exist within them, it 
  is highly imperfect competition. If and 
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  when this is the case, enforcement of 
  antitrust laws, and/or some kind or 
  degree of government regulation, and/or 
  legally sanctioned self-regulation by 
  the industry in question, may turn out  
  to be the only way to preserve what  
  competition exists.4      

  

Hayek also saw that once monopoly power is 

acquired, “the only alternative to a return to competition is 

the control of the monopolies by the state - a control 

which, if it is to be made effective, must become 

progressively more complete and more detailed…. 

Capitalist organizers of monopolies … are … shortsighted 

… in believing that they will be allowed not only to create 

but also for any length of time to run such a system. ”5 

Indeed, Hayek goes on to argue that even if direct control 

of monopolies results in a deterioration of the quality of 

service, “this would be a small price to pay for an effective 

check on the powers of monopoly.”6  

																																																													
4 Irving Kristol, Two Cheers For Capitalism. New York: Basic Books, 1978, p. 110. Note, too, that cartels on 
average extract overcharges of around 20%, no small sum. Yuliya Bolotova, “Cartel Overcharges: An Emprical 
Analysis,” Journal of Economic Behavior & Organization, May 2009. 
5 Op. cit., pp.47 and 214. 
6 Ibid., p.217. Hayek adds, “Personally, I should much prefer to have to put up with some such inefficiency than 
have organized monopoly control my way of life.” 
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More important, if we do not preserve competition we 

foreclose opportunities to benefit from a Schumpeterian 

gale of creative destruction that enables thrusting 

newcomers to challenge existing institutions,7 and to 

introduce new technologies.8 Most radical innovations are 

developed and commercialized by individual 

entrepreneurs, whose contributions by one estimate 

account for 65 percent of long-run growth.9 In the real 

world these innovators are heavily dependent at some 

early stage -- after they have gobbled up their own savings 

and those of family members and a few friends -- on 

venture capitalists, known to all who solicit their support as 

VCs. And the first questions these hard-headed and well-

informed investors ask is, “How will the incumbent 

respond? Will such as Microsoft or Intel, both with 

dominant market positions, be permitted to engage in 

predatory pricing, or coerce customers into refusing to try 

																																																													
7 “A more vigourous antitrust regime will create winners as well as losers. If done well - admittedly a big if - the 
result could be a more competitive economy that allows smaller, newer firms a fairer should against sluggish 
monopolies.” The Economist, December 12, 2009. 
8 “Capitalism calls not only for freedom of enterprise, but for rules and policies that allow for freedom of entry, that 
facilitate access to financial resources for newcomers, and that maintain a level playing field among competitors.” 
Luigi Zingales, loc.cit., p.23. 
9 Robert E. Litan, “Innovation and the World Economy,” the second annual Rocco Martina Lecture on innovation, 
December 4, 2009. 
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a new product, or distributors from handling it?” In the 

absence of vigorous antitrust enforcement, the answers to 

these questions will be “Yes”, and the VCs will zip their 

wallets. Schumpeter’s gale of creative destruction will blow 

harmlessly out to sea. 

Even more important to the survival of capitalism, 

these artificial barriers to entry, if unchallenged, will 

prevent many fledgling entrepreneurs from climbing the 

income and social ladders, adding to current problems of 

declining mobility and rising income inequality. And it is 

just such mobility that has minimized the sort of attack on 

capitalism by “have nots” on “haves” that characterize 

other societies. 

But it is equally important that we recognize the 

consequences of envy-driven big-business bashing. It 

reduces executives’ willingness to take risks -- consider 

the suits being filed against big banks for helping the 

government out by taking over failing firms that, it turns 

out, had some skeletons in their closets. Even Barney 

Frank finds this unacceptable. And such bashing 
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encourages firms to remain private rather than go public, 

even when that means remaining smaller than would be 

the case if more investment funds were available. 

Regulation: 

 Ronald Reagan famously said that government’s view 

of the economy -- and I might add that is the liberals’ view 

-- is “If it moves tax it, if it keeps moving regulate it, and if it 

stops moving subsidize it.” Regulation appeals to liberals 

because it transfers power from markets to bureaucrats; it 

appeals to academics who are convinced that markets 

can’t be trusted, otherwise their incomes would exceed 

those of hedge-fund operators. I would suggest that it is 

important to stick to the notion that regulation is justified if 

market imperfections can’t be corrected by taxing 

externalities -- which we have discussed in connection 

with environment policy -- and in cases where competition 

is too weak to protect consumers from extortion. 

 Those who favor direct regulation point out that 

there remain sectors -- high voltage transmission, for 

example -- that are “natural monopolies”: there is no 
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competition possible to restrain such firms from charging 

extortionate prices. In those cases, where competition 

cannot be relied upon to produce prices that reflect the 

cost of serving the consumer and to drive innovation, and 

where entry is impossible or sufficiently difficult to make it 

an ineffective threat to incumbents during the time frame 

relevant to policy makers, we need regulation – a system 

of “direct governmental prescription of major aspects of 

their [the regulated companies’] structure and economic 

performance”10 that seeks to mimic absent competition. 

Whether we like it or not, such direct regulation is at 

times necessary. Thanks to technology, industries capable 

of withstanding the howling gales of creative destruction 

are fewer than ever, but they do exist, often, alas, created 

by government. Sooner or later, those areas attract 

regulation, as the insurance industry has discovered: after 

years of sheltering under its exemption from the antitrust 

laws and protection from interstate competition it now finds 

its profit margins regulated under Obamacare.  

																																																													
10 Alfred E. Kahn, The Economics of Regulation Principles and Institutions. Cambridge: The MIT Press, 1988 
edition, p.3. 
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Yes, there are grey areas, where it is difficult to tell 

whether regulation is more likely to enhance monopoly 

power than to control it, the principal ones these days 

being some segments of the telecommunications industry. 

And yes, regulation in effect creates a government of men, 

not laws, as administrators leap to fill the gaps left by 

legislators too timid to draft bills that clearly define the 

scope of the regulation they are mandating.  

And yes, there is a danger that regulation will become 

a tool which powerful incumbents use to create barriers to 

entry. Large firms have access to lawyers, consultants and 

lobbyists that smaller potential challengers cannot afford. 

They see new complicated regulations as another ordinary 

cost of business, one with which they are prepared to 

cope and which they can easily afford. So their opposition 

is often rhetorical only.  

And yes, there is always a danger that the regulators 

will see their task as preserving the financial integrity of 

entities that should be consigned to the dustbin of history. 

This is not because regulators are corrupt as that term is 
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usually understood: I have met very few such in a career 

that has brought me into contact with hundreds on the 

federal, state and even local levels -- the involvement at 

the local level coming when then-Mayor Ed Koch asked 

me to head a commission to reform taxi fares in New York, 

subject for another and far more amusing lecture. (Insert 

anecdote.) Rather, the risk is that the regulator sees the 

regulated entities as clients, to be preserved so that they 

can continue to render service in the traditional manner, 

and at traditional costs, give or take a percentage point or 

two. 

But no one ever said that policy making is easy: the 

main thing is to keep the goal clearly in mind. Competition 

wherever possible, using the antitrust laws to prevent 

anticompetitive practices and mergers that threaten 

competition; regulation where competition is insufficiently 

robust and likely to remain so, but only in such cases. I 

suggest that this neo-orthodoxy, relying on Smith’s 

preference for competition and Kristol’s description of the 

circumstances when regulation is needed, is preferable to 
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the new conservative orthodoxy of just saying “no” when 

any regulation of economic activity is proposed, or the 

liberal preference for regulating anything that keeps 

moving. 

Capitalism: 

 Let me summarize what I take to be the vulgar 

critique of capitalism. It ignores the most important things 

in life. As Galbraith pointed out decades ago, big business 

uses advertising to get people to buy things they didn’t 

know they wanted so that corporate profits remain high at 

the expense of converting humans to wheel-turning 

gerbils. We should be seeking more leisure rather than 

more stuff. The idea that everything has a price is morally 

reprehensible -- examples of such immorality include 

paying people to stand in line for you to trading in organs. 

We should be maximizing gross domestic happiness, 

rather than gross domestic product. Besides, the Chinese 

model has shown itself during the recent upheaval in 

financial markets to be superior to the American model. 

There’s more, but you get the idea. 
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 Were I to undertake a complete analysis of the works 

in which these various views are expressed, I would be 

taxing your patience and over-staying any welcome I 

might have had. If it is not enough simply to say that the 

answers to these criticisms can be found in the neo-

orthodox canon; let me mention a few of the more 

important points about democratic market capitalism, the 

most important of which is its ability to reform.  

• When the industrial revolution made life intolerable for 
workers and the poor, legislation was passed to 
ameliorate the plight of the latter and make 
workplaces safer for the former, supplementing 
market forces that were operating in the same 
direction.  

• When the environmental consequences of 
industrialization became obvious from the dye-stained 
rivers around Manchester, England to the skies of 
Pittsburgh (later), legislation, social pressure, and 
market-induced technological advances combined to 
produce major changes.  

• When robber barons acquired excessive monopoly 
power, laws were enacted to curb that power, and 
new entrants eroded the power of incumbents, often 
driving them into bankruptcy. When the corporate 
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governance system moved from merely dysfunctional 
to bizarre, market forces in the form of hostile 
takeovers and shareholder action combined with 
legislation to curb the worst abuses. 

Other complaints come from anti-market intellectuals 

fulfilling their publication quotas by pandering to liberal 

colleagues.  

• When a homeless person in Washington is paid 

$20 per hour to hold a place in line for a lobbyist 

who would be billing clients and, therefore, 

consumers indirectly, $500+ per hour, everyone 

is better off. I fail to see what is obscene about 

that.  

• When a worker decides to earn some overtime 

rather than watch still more television, or an 

executive to work late or shorten a vacation so 

that he can increase his already ample earnings, 

he is saying that for him the marginal utility of the 

extra money exceeds the value of more leisure, 

perhaps because he has high medical costs, or 

saw a Ferrari worth working for. Those who 
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argue that he should be pursuing their definition 

of “the good life” are both arrogant and believe 

that work is something that intrudes on leisurely 

reading of the great philosophers, rather than an 

activity some might find highly pleasurable. 

• When a Turkish peasant sells a kidney under the 

safe conditions that would prevail if all of these 

sales were legalized in return for a sum that lifts 

his family from poverty, is that system not 

superior to one in which a bureaucrat decides 

who should get that organ -- if indeed the organ 

would be available at all from people asked to 

surrender it without receiving payment. 

 As for China, let me end by saying it is early days yet, 

and we should wait before we become enchanted with the 

regime’s trade-off between environment and production, 

trade surpluses and domestic living standards, freedom 

and everything else.  

Thank you for your attention. 


